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NOTICE:  Under IC 4-22-7-7, this document is required to be published in the Indiana Register 

and is effective on its date of publication.  It shall remain in effect until the date it is 
superseded or deleted by the publication of a new document in the Indiana Register.  
The publication of this document will provide the general public with information about 
the Department’s official position concerning specific issues. 

 

Issue 
 
ADJUSTED GROSS INCOME TAX:  Payroll Factor 

 
Authority:  IC 6-3-2-2(d), 45 IAC 3.1-1-47. 
 
The taxpayer protests the Indiana Department of Revenue’s computation of the payroll 
factor. 

 
 

Statement of Facts 
 

The taxpayer is a public transportation provider.  After an audit, the Indiana Department of 
Revenue assessed additional adjusted gross income tax, interest and penalty against the 
taxpayer.  The taxpayer timely protested the issue concerning the payroll factor.  Further 
facts will be provided as necessary. 
 
 

ADJUSTED GROSS INCOME TAX:  Payroll Factor 
 
 

Discussion 
 
 

On August 24, 1992, the taxpayer, the lessee, entered into a “Driver Lease Agreement” with 
another corporation, the lessor.  Pursuant to the terms of this agreement, the taxpayer leased 
the services of drivers from the lessor.  The leased drivers operated taxpayer’s equipment.  The 
lessor hired the drivers, provided all administrative services pertaining to the drivers including 
the payment of all income and social security taxes and the payment of unemployment and 
disability insurance to the proper governmental authorities.  The drivers were under the control 
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of the lessor.  This agreement was renewed annually and was in effect throughout the audit 
period.    
 
In determining its Indiana income, the taxpayer included the payments to the lessor for drivers 
as compensation in the payroll factor for the apportionment of the taxpayer’s Indiana income 
subject to the adjusted gross income tax.  The Indiana Department of Revenue audit disallowed 
the inclusion of those amounts in the payroll factor. The taxpayer protested this disallowance. 
 
The payroll factor for apportionment of Indiana income is found at IC 6-3-2-2 (d) as follows: 
 

The payroll factor is a fraction, the numerator of which is the total amount paid 
in this state during the taxable year by the taxpayer for compensation, and the 
denominator of which is the total compensation paid everywhere during the 
taxable year.  

 
This statute is clarified at 45 IAC 3.1-1-47 as follows: 
 

The payroll factor shall include the total amount paid by the taxpayer for 
compensation during the tax period. . . . 
 
The term “compensation” means wages, salaries, commissions, and any other 
form of remuneration paid to employees for personal services.  Payments 
made to an independent contractor or any other person not properly 
classifiable as an employee are excluded. 
 
Only amounts paid directly to employees are included in the payroll factor. . . 

 
 
The taxpayer contends that the payments qualified to be included in the adjusted gross income 
tax income factor because the terms of the lease were not actually followed and the taxpayer 
actually controlled the work of the drivers.  Therefore, the taxpayer avers that the drivers were in 
reality the taxpayer’s employees.   
 
The regulation is clear. For income to be included in the payroll factor, the income must 
represent payments to taxpayer’s Indiana employees  However, in this instance, the drivers are 
employees of the lessor, not the taxpayer/lessee.  The taxpayer’s “payroll” outlays actually 
represent payments to the lessor, not payments to taxpayer’s employees.  These payments 
were not made directly to taxpayer’s “employees” for driving trucks.  Consequently, these 
transfers do not meet the definition of “compensation” for purposes of including them in the 
taxpayer’s payroll factor.   
 
 

Finding 
 

The taxpayer’s protest is denied. 
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